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THESE days almost all stockmarkets seem to be falling inexorably. But in more
normal times individual stocks are affected by momentum, which is the tendency for
popular stocks to keep rising (and for unpopular ones to keep falling). When it comes
to shares, what goes up does not always come down—at least in the short term.
The phenomenon has been noted in a wide range of studies and has often been
exploited by fund managers, but it has puzzled academics for decades. It is hard to
square with the idea that investors are rational. If it were easy to identify which
shares were due to go up and which to go down by looking at their previous price
movements, why would a rational investor be willing to sell the former group or buy
the latter?
Explanations for momentum have thus tended to focus on the idea that investors are
irrational. For example, they may be slow to recognise that the fundamentals of a
business have changed for the better (or worse). A company may need to beat
profits forecasts for two or three quarters before the market is willing to give the
stock a premium valuation.
But a new working paper* by researchers at the London School of Economics (LSE)
suggests that the momentum effect is still consistent with the idea that investors are
rational. The paper’s main insight is that most investors do not buy stocks directly,
but give their money to fund managers. This creates an agency problem: how do the
clients know that the managers are earning their fees?
In the short term, it is difficult to distinguish management skill from luck. Because
the index represents the average return of all investors before costs, some managers
will beat the index while others will underperform. There is a natural tendency to
assume the outperformers are skilful. So the underperformers will lose clients and
the outperformers will gain.

The dotcom bubble was a case in point. “Value” investors (who look for stocks that
appear cheap by usual measures) ignored the technology industry. They were
dumped by clients who gave money to “growth” investors (who look for companies
with a promising future) instead. By itself, that pushed up the value of dotcom
stocks and made the relative performance of value investors even worse.
In the academics’ view, nobody was being irrational. The clients thought they were
picking the best fund managers; the value investors were avoiding overpriced stocks;
the growth managers were doing what they were paid to do. After the dotcom bubble
popped in March 2000, the same thing happened. Value managers started to
outperform, so clients switched their money away from growth stocks. This
continued for several years.
By extension, the theory also explains why momentum effects can occur at the
industry level. If there is one industry (oil is a case in point) with a low correlation to
the market, fund managers will watch their exposure to it very carefully, to avoid the
risk of underperforming the index. So if oil shares are doing well, managers will be
forced to buy them, pushing up their prices even further.
What is trickier to explain is why the momentum effect ever stops. Academics have
found a tendency for a reversion to the mean (outperformers start to falter,
underperformers to recover) over longer periods such as three to five years. The LSE
authors suggest that momentum effects eventually take prices to such extreme
levels that the gains from betting the other way are irresistible. The tricky question is
who has the cash to take advantage.
Take the bursting of the dotcom bubble. Value investors were losing clients and so
were selling not buying. Growth investors had a mandate from their clients to buy
tech stocks and thus had no incentive to switch. And the index-trackers just bought
the stocks in the index.
Reversion thus requires a deus ex machina in the form of some superrational
investor (Warren Buffett, maybe?) or, the authors suggest, fund managers using
their own money, who can take advantage of the opportunity provided.
The theory does provide some insights into how momentum might work. But relying
on the notion of rational investors seems to complicate matters. If investors are
rational, and cannot be sure whether active managers have skill, why do they not
just put their money in index-trackers? The idea that investors can occasionally
become irrational seems both simpler and intuitively more appealing, especially in
the light of recent events.

